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enterprise of the issuer or an obliga-
tion of the issuer that: (1) Either is rep-
resented by an instrument issued in
bearer or registered form or, if not rep-
resented by an instrument, is reg-
istered in books maintained to record
transfers by or on behalf of the issuer;

(2) Is of a type commonly dealt in on
securities exchanges or markets or,
when represented by an instrument, is
commonly recognized in any area in
which it is issued or dealt in as a me-
dium for investment; and

(3) Either is one of a class or series or
by its terms is divisible into a class or
series of shares, participations, inter-
ests, or obligations.

Settlement date means the date to
which a purchaser and seller originally
agree for settlement of the purchase or
sale of a security.

Short sale means the sale of a secu-
rity not owned by the seller.

Small business related security means a
security as defined in Section 3(a)(53)
of the Securities Exchange Act of 1934
(15 U.S.C. 78c(a)(53)), i.e., a security
that represents ownership of one or
more promissory notes or leases of per-
sonal property which evidence the obli-
gation of a small business concern. It
does not mean a security issued or
guaranteed by the Small Business Ad-
ministration.

Stripped mortgage-backed security
(SMBS) means a security that rep-
resents either the principal-only or the
interest-only portion of the cash flows
of an underlying pool of mortgages or
mortgage-backed securities. Some
mortgage-backed securities represent
essentially principal-only cash flows
with nominal interest cash flows or es-
sentially interest-only cash flows with
nominal principal cash flows. These se-
curities are considered SMBSs for the
purposes of this part.

When-issued trading of securities
means the buying and selling of securi-
ties in the period between the an-
nouncement of an offering and the
issuance and payment date of the secu-
rities.

Yankee dollar deposit means a deposit
in a United States branch of a foreign
bank licensed to do business in the
state in which it is located, or a de-
posit in a state-chartered, foreign con-
trolled bank.

You means a federal credit union.
Zero coupon investment means an in-

vestment that makes no periodic inter-
est payments but instead is sold at a
discount from its face value. The hold-
er of a zero coupon investment realizes
the rate of return through the gradual
appreciation of the investment, which
is redeemed at face value on a specified
maturity date.

[62 FR 33001, June 18, 1997, as amended at 62
FR 64148, Dec. 4, 1997]
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§ 704.1 Scope.
(a) This part establishes special rules

for all federally insured corporate cred-
it unions. Non federally insured cor-
porate credit unions must agree, by
written contract, to both adhere to the
requirements of this part and submit
to examinations, as determined by
NCUA, as a condition of receiving
shares or deposits from federally in-
sured credit unions. This part grants
certain additional authorities to fed-
eral corporate credit unions. Except to
the extent that they are inconsistent
with this part, other provisions of
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NCUA’s Rules and Regulations (12 CFR
chapter VII) and the Federal Credit
Union Act apply to federally chartered
corporate credit unions and federally
insured state-chartered corporate cred-
it unions to the same extent that they
apply to other federally chartered and
federally insured state-chartered credit
unions, respectively.

(b) The Board has the authority to
issue orders which vary from this part.
This authority is provided under Sec-
tion 120(a) of the Federal Credit Union
Act, 12 U.S.C. 1766(a). Requests by
state-chartered corporate credit unions
for waivers to this part and for expan-
sions of authority under Appendix B of
this part must be approved by the state
regulator before being submitted to
NCUA.

§ 704.2 Definitions.
Adjusted trading means any method

or transaction whereby a corporate
credit union sells a security to a ven-
dor at a price above its current market
price and simultaneously purchases or
commits to purchase from the vendor
another security at a price above its
current market price.

Asset-backed security means a security
that is primarily serviced by the
cashflows of a discrete pool of receiv-
ables or other financial assets, either
fixed or revolving, that by their terms
convert into cash within a finite time
period plus any rights or other assets
designed to assure the servicing or
timely distribution of proceeds to the
securityholders. This definition ex-
cludes those securities referred to in
the financial markets as mortgage-
backed securities (MBS), which in-
cludes collateralized mortgage obliga-
tions (CMOs) and real estate mortgage
investment conduits (REMICs).

Capital means the sum of a corporate
credit union’s reserves and undivided
earnings, paid-in capital, and member-
ship capital.

Capital ratio means the corporate
credit union’s capital divided by its
moving daily average net assets.

Collateralized mortgage obligation
(CMO) means a multi-class bond issue
collateralized by mortgages or mort-
gage-backed securities.

Commercial mortgage related security
means a mortgage related security

where the mortgages are secured by
real estate upon which is located a
commercial structure.

Corporate credit union means an orga-
nization that:

(1) Is chartered under Federal or
state law as a credit union;

(2) Receives shares from and provides
loan services to credit unions;

(3) Is operated primarily for the pur-
pose of serving other credit unions;

(4) Is designated by NCUA as a cor-
porate credit union;

(5) Limits natural person members to
the minimum required by state or fed-
eral law to charter and operate the
credit union; and

(6) Does not condition the eligibility
of any credit union to become a mem-
ber on that credit union’s membership
in any other organization.

Correspondent services means services
provided by one financial institution to
another, and includes check clearing,
credit and investment services, and
any other banking services.

Credit enhancement means collateral,
third-party guarantees, and other fea-
tures that are designed to provide
structural support and protection
against losses to investors in a par-
ticular security.

Daily average net assets means the av-
erage of net assets calculated for each
day during the period.

Dealer bid indication means a dealer’s
approximation of the bid price of a se-
curity.

Dollar roll means the purchase or sale
of a mortgage backed security to a
counterparty with an agreement to re-
sell or repurchase a substantially iden-
tical security at a future date and at a
specified price.

Embedded option means a char-
acteristic of certain assets and liabil-
ities which gives the issuer of the in-
strument the ability to change the fea-
tures such as final maturity, rate, prin-
cipal amount and average life. Options
include, but are not limited to, calls,
caps, and prepayment options.

Expected maturity means the date on
which all remaining principal amounts
of an instrument or bond are antici-
pated to be paid off on the basis of pro-
jected payment assumptions.
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Fair value of a financial instrument
means the amount at which an instru-
ment could be exchanged in a current
arms-length transaction between will-
ing parties, other than in a forced liq-
uidation sale. Market prices, if avail-
able, are the best evidence of the fair
value of financial instruments. If mar-
ket prices are not available, the best
estimate of fair value may be based on
the quoted market price of a financial
instrument with similar characteris-
tics or on valuation techniques (for ex-
ample, the present value of estimated
future cash flows using a discount rate
commensurate with the risks involved,
option pricing models, or matrix pric-
ing models).

Federal funds transaction means a
short-term or open-ended unsecured
transfer of immediately available funds
by one depository institution to an-
other depository institution or entity.

Foreign bank means an institution
which is organized under the laws of a
country other than the United States,
is engaged in the business of banking,
and is recognized as a bank by the
banking supervisory authority of the
country in which it is organized.

Forward settlement of a transaction
means settlement on a date other than
the trade date.

Immediate family member means a
spouse or other family member living
in the same household.

Industry recognized information pro-
vider means an organization which ob-
tains compensation by providing infor-
mation to investors and receives no
compensation for the purchase or sale
of investments.

Long-term investment means, for the
purpose of issue ratings, an investment
that has an initial maturity, or ex-
pected maturity, greater than one
year.

Market price means the price at which
a security can be bought or sold.

Matched means, with respect to as-
sets and liabilities, that the factors
which affect cash flows of an asset are
replicated in a corresponding liability.

Member paid-in capital means paid-in
capital that: Is held by the corporate
credit union’s members; and has an ini-
tial maturity of at least 20 years. A
corporate credit union may not condi-
tion membership, services, or prices for

services on a credit union’s ownership
of paid-in capital. When a paid-in cap-
ital instrument has a remaining matu-
rity of 5 years, the amount of the in-
strument that may be considered paid-
in capital for the purposes of this part
is reduced by a constant monthly am-
ortization which ensures the recogni-
tion of paid-in capital is fully amor-
tized when the instrument has a re-
maining maturity of 3 years. The terms
and conditions of any member paid-in
capital instrument must be disclosed
to the recorded owner of such instru-
ment at the time the instrument is cre-
ated and at least annually thereafter.

Member reverse repurchase transaction
means an integrated transaction in
which a corporate credit union pur-
chases a security from one of its mem-
ber credit unions under agreement by
that member credit union to repur-
chase the same security at a specified
time in the future. The corporate cred-
it union then sells that same security,
on the same day, to a third party,
under agreement to repurchase it on
the same date on which the corporate
credit union is obligated to return the
security to its member credit union.

Membership capital means funds con-
tributed by members which are avail-
able to cover losses that exceed re-
serves and undivided earnings and paid-
in capital. In the event of liquidation
of the corporate credit union, member-
ship capital is payable only after satis-
faction of all liabilities of the liquida-
tion estate, including uninsured share
obligations to shareholders and the Na-
tional Credit Union Share Insurance
Fund (NCUSIF), but excluding paid-in
capital. The funds have a minimum
withdrawal notice of three years, are
not insured by the NCUSIF or other
share or deposit insurers, and cannot
be used to pledge against borrowings. A
member may sell its membership cap-
ital to a credit union in the corporate
credit union’s field of membership, sub-
ject to the corporate credit union’s ap-
proval. The funds may be in the form of
a term certificate, or may be in the
form of an adjusted balance account.
An adjusted balance account may be
adjusted in relation to a measure (e.g.,
one percent of a member credit union’s
assets) established and disclosed by the
corporate credit union at the time the
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account is opened without regard to
any minimum withdrawal notice pe-
riod. Upon written notice of intent to
withdraw membership capital, the bal-
ance of the account will be frozen (no
annual adjustment) until the conclu-
sion of the notice period. The terms
and conditions of a membership capital
account must be disclosed to the re-
corded owner of such account at the
time the account is opened and at least
annually thereafter. Upon notification
of intent to withdraw, the amount of
the account on notice that can be con-
sidered membership capital is reduced
by a constant monthly amortization
which ensures the recognition of mem-
bership capital is fully amortized at
the end of the notice period. The full
balance of a membership capital ac-
count that has been placed on notice,
not just the remaining non amortized
portion, is available to absorb losses in
excess of the sum of reserves and undi-
vided earnings and paid-in capital until
the funds are released by the corporate
credit union at the conclusion of the
notice period.

Mortgage related security means a se-
curity as defined in Section 3(a)(41) of
the Securities Exchange Act of 1934 (15
U.S.C. 78c(a)(41)), i.e., a privately-
issued security backed by mortgages
secured by real estate upon which is lo-
cated a dwelling, mixed residential and
commercial structure, residential man-
ufactured home, or commercial struc-
ture.

Mortgage servicing means performing
tasks to protect a mortgage invest-
ment, including collecting the install-
ment accounts, monitoring and dealing
with delinquencies, and overseeing
foreclosures and payoffs.

Moving daily average net assets means
the average of daily average net assets
for the month being measured and the
previous 11 months.

NCUA means NCUA Board (Board),
unless the particular action has been
delegated by the Board.

Net assets means total assets less Cen-
tral Liquidity Facility (CLF) stock
subscriptions, CLF loans guaranteed by
the NCUSIF, U.S. Central CLF certifi-
cates, and member reverse repurchase
transactions. For its own account, a
corporate credit union’s payables under
reverse repurchase agreements and re-

ceivables under repurchase agreements
may be netted out if the Generally Ac-
cepted Accounting Principles (GAAP)
conditions for offsetting are met.

Net economic value (NEV) means the
fair value of assets minus the fair value
of liabilities. All fair value calcula-
tions must include the value of forward
settlements and embedded options and
of off balance sheet financial deriva-
tives, such as futures, options, interest
rate swaps, and forward rate agree-
ments. Membership capital is treated
as a liability for purposes of this cal-
culation. The NEV ratio is calculated
by dividing NEV by the fair value of as-
sets.

Net interest income means the dif-
ference between income earned on in-
terest bearing assets and interest paid
on interest bearing liabilities.

Non member paid-in capital means
paid-in capital that is approved by
NCUA, upon application by the cor-
porate credit union. In determining
whether or not to approve any paid-in
capital instrument, NCUA will consider
such features as maturity, capital am-
ortization schedule, participation, vot-
ing, acceleration, redemption, or other
rights of the holder, if any. NCUA will
also consider the strategic purpose and
financial impact of the proposed paid-
in capital issuance and the corporate
credit union’s financial condition and
management capabilities.

Non secured obligation means an obli-
gation backed solely by the credit-
worthiness of the obligor.

Official means any director or com-
mittee member.

Paid-in capital means accounts or
other interests of a corporate credit
union that: Are available to cover
losses that exceed reserves and undi-
vided earnings; are not insured by the
NCUSIF or other share or deposit in-
surers; and are callable only at the op-
tion of the corporate credit union and
only if the corporate credit union
meets its minimum level of required
capital after the funds are called. Paid-
in capital includes both member paid-
in capital and non member paid-in cap-
ital. In the event of liquidation of the
corporate credit union, paid-in capital
is payable only after satisfaction of all
liabilities of the liquidation estate, in-
cluding uninsured share obligations to
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shareholders, the NCUSIF, and mem-
bership capital holders. Paid-in capital
shall not exceed reserves and undivided
earnings.

Pair-off transaction means a security
purchase transaction that is closed out
or sold at, or prior to, the settlement
or expiration date.

Prepayment model means an empirical
method which produces a reasonable
and supportable forecast of mortgage
prepayments in alternative interest
rate scenarios. Models are typically
available from securities broker-deal-
ers and industry-recognized informa-
tion providers. These models are used
in tests to forecast the weighted aver-
age life, change in weighted average
life, and price sensitivity of CMOs/
REMICs and mortgage-backed securi-
ties.

Real estate mortgage investment conduit
(REMIC) means a nontaxable entity
formed for the sole purpose of holding
a fixed pool of mortgages secured by an
interest in real property and issuing
multiple classes of interests in the un-
derlying mortgages.

Regular way settlement means delivery
of a security from a seller to a buyer
within the specified number of days es-
tablished for that type of security.

Repurchase transaction means a trans-
action in which a corporate credit
union agrees to purchase a security
from a counterparty and to resell the
same or any identical security to that
counterparty at a later date.

Reserve ratio means the corporate
credit union’s reserves and undivided
earnings plus paid in capital divided by
its moving daily average net assets.

Reserves and undivided earnings means
all forms of retained earnings, includ-
ing regular or statutory reserves and
all valuation allowances established to
meet the full and fair disclosure re-
quirements of § 702.3 of this chapter.

Residual interest means the remainder
cash flows from a CMO or REMIC
transaction after payments due bond-
holders and trust administrative ex-
penses have been satisfied.

Section 107(8) institution means an in-
stitution described in Section 107(8) of
the Federal Credit Union Act (12 U.S.C.
1757(8)).

Securities lending means lending a se-
curity to a counterparty, either di-

rectly or through an agent, and accept-
ing collateral in return.

Senior management employee means a
chief executive officer, any assistant
chief executive officer (e.g., any assist-
ant president, any vice president or
any assistant treasurer/manager), and
the chief financial officer (controller).

Settlement date means the date origi-
nally agreed to by a corporate credit
union and a counterparty for settle-
ment of the purchase or sale of a secu-
rity.

Short sale means the sale of a secu-
rity not owned by the seller.

Short-term investment means, for the
purpose of issue ratings, an investment
that has an initial maturity, or ex-
pected maturity, of one year or less.

Small business related security means a
security as defined in Section 3(a)(53)
of the Securities Exchange Act of 1934
(15 U.S.C. 78c(a)(53)), i.e., a security,
rated in one of the four highest rating
categories by a nationally recognized
statistical rating organization, that
represents ownership of one or more
promissory notes or leases of personal
property which evidence the obligation
of a small business concern. It does not
mean a security issued or guaranteed
by the Small Business Administration.

Stripped mortgage-backed security
means a security that represents either
the principal or interest only portion
of the cash flows of an underlying pool
of mortgages.

Trade association means an associa-
tion of organizations or persons formed
to promote their common interests.
For the purposes of § 704.14, the term
includes entities owned or controlled
directly or indirectly by such an asso-
ciation but does not include credit
unions.

Trade date means the date a cor-
porate credit union originally agrees,
whether orally or in writing, to enter
into the purchase or sale of a security.

Weighted average life means the
weighted average time to principal re-
payment of a security based upon the
proportional balances of the cash flows
that make up the security.

When-issued trading means the buying
and selling of securities in the period
between the announcement of an offer-
ing and the issuance and payment date
of the securities.
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Wholesale corporate credit union means
a corporate credit union which pri-
marily serves other corporate credit
unions.

§ 704.3 Corporate credit union capital.

(a) General. A corporate credit union
must develop and ensure implementa-
tion of written short- and long-term
capital goals, objectives, and strategies
which provide for the building of cap-
ital consistent with regulatory require-
ments, the maintenance of sufficient
capital to support the risk exposures
that may arise from current and pro-
jected activities, and the periodic re-
view and reassessment of the capital
position of the corporate credit union.

(b) Capital ratio. A corporate credit
union will maintain a minimum cap-
ital ratio of 4 percent, except as other-
wise provided in this part. A corporate
credit union must calculate its capital
ratio at least monthly.

(c) Reserve transfers. A corporate cred-
it union’s monthly reserve transfers
are based upon the level of its reserve
ratio. Where the reserve ratio is great-
er than or equal to 4 percent, the re-
serve transfer is optional. Where the
reserve ratio is greater than or equal
to 3 percent but less than 4 percent, the
corporate credit union must transfer
.10 percent of its moving daily average
net assets. Where the reserve ratio is
less than 3 percent, the corporate cred-
it union must transfer .15 percent of its
moving daily average net assets. Re-
serve transfers must be calculated on a
monthly basis and funded on at least a
quarterly basis.

(d) Individual capital ratio, reserve
transfer requirement. (1) When signifi-
cant circumstances or events warrant,
NCUA may require a different min-
imum capital ratio and/or reserve
transfer level for an individual cor-
porate credit union based on its cir-
cumstances. Factors that might war-
rant a different minimum capital ratio
or reserve transfer level include, but
are not limited to, for example:

(i) An expectation that the corporate
credit union has or anticipates losses
resulting in capital inadequacy;

(ii) Significant exposure exists, un-
supported by adequate capital or risk
management processes, due to credit,

liquidity, market, fiduciary, oper-
ational, and similar types of risks;

(iii) A merger has been approved; or
(iv) An emergency exists because of a

natural disaster.
(2) When NCUA determines that a dif-

ferent minimum capital ratio or re-
serve transfer level is necessary or ap-
propriate for a particular corporate
credit union, NCUA will notify the cor-
porate credit union in writing of the
proposed ratio or level and, if applica-
ble, the date by which the ratio should
be reached. NCUA also will provide an
explanation of why the proposed ratio
or level is considered necessary or ap-
propriate for the corporate credit
union.

(3)(i) The corporate credit union may
respond to any or all of the items in
the notice. The response must be in
writing and delivered to NCUA within
30 calendar days after the date on
which the corporate credit union re-
ceived the notice. NCUA may shorten
the time period when, in its opinion,
the condition of the corporate credit
union so requires, provided that the
corporate credit union is informed
promptly of the new time period, or
with the consent of the corporate cred-
it union. In its discretion, NCUA may
extend the time period for good cause.

(ii) Failure to respond within 30 cal-
endar days or such other time period as
may be specified by NCUA shall con-
stitute a waiver of any objections to
any item in the notice. Failure to ad-
dress any item in a response shall con-
stitute a waiver of any objection to
that item.

(iii) After the close of the corporate
credit union’s response period, NCUA
will decide, based on a review of the
corporate credit union’s response and
other information concerning the cor-
porate credit union, whether a dif-
ferent minimum capital ratio or re-
serve transfer level should be estab-
lished for the corporate credit union
and, if so, the ratio or level and the
date the requirement will become ef-
fective. The corporate credit union will
be notified of the decision in writing.
The notice will include an explanation
of the decision, except for a decision
not to establish a different minimum
capital ratio or reserve transfer level
for the corporate credit union.
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(e) Failure to maintain minimum capital
ratio requirement. When a corporate
credit union’s capital ratio falls below
the minimum required by paragraphs
(b) or (d) of this section, or Appendix B
of this part, as applicable, operating
management of the corporate credit
union must notify its board of direc-
tors, supervisory committee, and
NCUA within 10 calendar days.

(f) Capital restoration plan. (1) A cor-
porate credit union must submit a plan
to restore and maintain its capital
ratio at the minimum requirement
when either of the following conditions
exist:

(i) The capital ratio falls below the
minimum requirement and is not re-
stored to the minimum requirement by
the next month end; or

(ii) Regardless of whether the capital
ratio is restored by the next month
end, the capital ratio falls below the
minimum requirement for three
months in any 12-month period.

(2) The capital restoration plan must,
at a minimum, include the following:

(i) Reasons why the capital ratio fell
below the minimum requirement;

(ii) Descriptions of steps to be taken
to restore the capital ratio to the min-
imum requirement within specific time
frames;

(iii) Actions to be taken to maintain
the capital ratio at the minimum re-
quired level and increase it thereafter;

(iv) Balance sheet and income projec-
tions, including assumptions, for the
current calendar year and one addi-
tional calendar year; and

(v) Certification from the board of di-
rectors that it will follow the proposed
plan if approved by NCUA.

(3) The capital restoration plan must
be submitted to NCUA within 30 cal-
endar days of the occurrence. NCUA
will respond to the corporate credit
union regarding the adequacy of the
plan within 45 calendar days of its re-
ceipt.

(g) Capital directive. (1) If a corporate
credit union fails to submit a capital
restoration plan; or the plan submitted
is not deemed adequate to either re-
store capital or restore capital within a
reasonable time; or the credit union
fails to implement its approved capital
restoration plan, NCUA may issue a
capital directive.

(2) A capital directive may order a
corporate credit union to:

(i) Achieve adequate capitalization
within a specified time frame by tak-
ing any action deemed necessary, in-
cluding but not limited to the fol-
lowing:

(A) Increase the amount of capital to
specific levels;

(B) Reduce dividends;
(C) Limit receipt of deposits to those

made to existing accounts;
(D) Cease or limit issuance of new ac-

counts or any or all classes of ac-
counts;

(E) Cease or limit lending or making
a particular type or category of loans;

(F) Cease or limit the purchase of
specified investments;

(G) Limit operational expenditures to
specified levels;

(H) Increase and maintain liquid as-
sets at specified levels; and

(I) Restrict or suspend expanded au-
thorities issued under Appendix B of
this part.

(ii) Adhere to a previously submitted
plan to achieve adequate capitaliza-
tion.

(iii) Submit and adhere to a capital
plan acceptable to NCUA describing
the means and a time schedule by
which the corporate credit union shall
achieve adequate capitalization.

(iv) Meet with NCUA.
(v) Take a combination of these ac-

tions.
(3) Prior to issuing a capital direc-

tive, NCUA will notify a corporate
credit union in writing of its intention
to issue a capital directive.

(i) The notice will state:
(A) The reasons for the issuance of

the directive; and
(B) The proposed content of the di-

rective.
(ii) A corporate credit union must re-

spond in writing within 30 calendar
days of receipt of the notice stating
that it either concurs or disagrees with
the notice. If it disagrees with the no-
tice, it must state the reasons why the
directive should not be issued and/or
propose alternative contents for the di-
rective. The response should include all
matters that the corporate credit
union wishes to be considered. For
good cause, including the following
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conditions, the response time may be
shortened or lengthened:

(A) When the condition of the cor-
porate requires, and the corporate
credit union is notified of the short-
ened response period in the notice;

(B) With the consent of the corporate
credit union; or

(C) When the corporate credit union
already has advised NCUA that it can-
not or will not achieve adequate cap-
italization.

(iii) Failure to respond within 30 cal-
endar days, or another time period
specified in the notice, shall constitute
a waiver of any objections to the pro-
posed directive.

(4) After the closing date of the cor-
porate credit union’s response period,
or the receipt of the response, if ear-
lier, NCUA shall consider the response
and may seek additional information
or clarification. Based on the informa-
tion provided during the response pe-
riod, NCUA will determine whether or
not to issue a capital directive and, if
issued, the form it should take.

(5) Upon issuance, a capital directive
and a statement of the reasons for its
issuance will be delivered to the cor-
porate credit union. A directive is ef-
fective immediately upon receipt by
the corporate credit union, or upon
such later date as may be specified
therein, and shall remain effective and
enforceable until it is stayed, modified,
or terminated by NCUA.

(6) A capital directive may be issued
in addition to, or in lieu of, any other
action authorized by law in response to
a corporate credit union’s failure to
achieve or maintain the applicable
minimum capital ratios.

(7) Upon a change in circumstances, a
corporate credit union may request re-
consideration of the terms of the direc-
tive. Requests that are not based on a
significant change in circumstances or
are repetitive or frivolous will not be
considered. Pending a decision on re-
consideration, the directive shall con-
tinue in full force and effect.

§ 704.4 Board responsibilities.
(a) General. A corporate credit

union’s board of directors must ap-
prove comprehensive written strategic
plans and operating policies, review
them annually, and provide them upon

request to the auditors, supervisory
committee, and NCUA.

(b) Operating policies. A corporate
credit union’s operating policies must
be commensurate with the scope and
complexity of the corporate credit
union.

(c) Procedures. The board of directors
of a corporate credit union must ensure
that:

(1) Senior managers have an in-depth,
working knowledge of their direct
areas of responsibility and are capable
of identifying, hiring, and retaining
qualified staff;

(2) Qualified personnel are employed
or under contract for all line support
and audit areas, and designated back-
up personnel or resources with ade-
quate cross-training are in place;

(3) GAAP is followed, except where
law or regulation has provided for a de-
parture from GAAP;

(4) Accurate balance sheets, income
statements, and internal risk assess-
ments (e.g., risk management measures
of liquidity, market, and credit risk as-
sociated with current activities) are
produced timely in accordance with
§§ 704.6, 704.8, and 704.9;

(5) Systems are audited periodically
in accordance with industry-estab-
lished standards;

(6) Financial performance is evalu-
ated to ensure that the objectives of
the corporate credit union and the re-
sponsibilities of management are met;
and

(7) Planning addresses the retention
of external consultants, as appropriate,
to review the adequacy of technical,
human, and financial resources dedi-
cated to support major risk areas.

§ 704.5 Investments.

(a) Policies. A corporate credit union
must operate according to an invest-
ment policy that is consistent with its
other risk management policies, in-
cluding, but not limited to, those re-
lated to credit risk management, asset
and liability management, and liquid-
ity management. The policy must ad-
dress, at a minimum:

(1) Appropriate tests and criteria, if
any, for evaluating standard invest-
ments and investment transactions
prior to purchase; and
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(2) Risk analysis requirements for
any new investment type or trans-
action, not previously owned or mar-
keted by the corporate credit union,
considered for purchase by the cor-
porate credit union and/or for sale to
members.

(b) General. All investments must be
U.S. dollar-denominated and subject to
the credit policy restrictions set forth
in § 704.6.

(c) Authorized activities. A corporate
credit union may invest in:

(1) Securities, deposits, and obliga-
tions set forth in Sections 107(7), 107(8),
and 107(15) of the Federal Credit Union
Act, 12 U.S.C. 1757(7), 1757(8), and
1757(15), except as provided in this sec-
tion;

(2) Deposits in, the sale of federal
funds to, and debt obligations of cor-
porate credit unions, Section 107(8) in-
stitutions, and state banks, trust com-
panies, and mutual savings banks not
domiciled in the state in which the cor-
porate credit union does business;

(3) Corporate CUSOs, as defined in
and subject to the limitations of
§ 704.11;

(4) Marketable debt obligations of
corporations chartered in the United
States. This authority does not apply
to debt obligations that are convertible
into the stock of the corporation;

(5) Asset-backed securities; and
(6) CMOs/REMICs.
(d) Repurchase agreements. A cor-

porate credit union may enter into a
repurchase agreement provided that:

(1) The corporate credit union, or its
agent, nominee, or designee, receives
written confirmation of the trans-
action and either takes physical pos-
session or control of the repurchase se-
curities or is recorded as owner of the
repurchase securities through the Fed-
eral Reserve Book-Entry Securities
Transfer System;

(2) The repurchase securities are
legal investments for that corporate
credit union;

(3) In the event of default, the cor-
porate credit union sells the repur-
chase securities in a timely manner,
subject to a bankruptcy stay, to satisfy
the commitment of any net principal
and interest owed to it by the
counterparty;

(4) The corporate credit union re-
ceives daily assessment of the market
value of the repurchase securities, in-
cluding a market quote or dealer bid
indication and any accrued interest,
and maintains adequate margin that
reflects a risk assessment of the repur-
chase securities and the term of the
transaction;

(5) The corporate credit union has en-
tered into signed contracts with all ap-
proved counterparties. Such contracts
must address any supplemental terms
and conditions necessary to meet the
specific requirements of this part.
Third party arrangements must be sup-
ported by tri-party contracts in which
the repurchase securities are priced
and reported daily and the tri-party
agent ensures compliance; and

(6) The corporate credit union has
sufficient market relationships estab-
lished in advance to timely execute the
disposition of the repurchase securi-
ties.

(e) Securities Lending. A corporate
credit union may enter into a securi-
ties lending transaction provided that:

(1) The corporate credit union, or its
agent, nominee, or designee, receives
written confirmation of the loan, ob-
tains a perfected first priority security
interest in the collateral, and either
takes physical possession or control of
the collateral or is recorded as owner
of the collateral through the Federal
Reserve Book-Entry Securities Trans-
fer System;

(2) The collateral is a legal invest-
ment for that corporate credit union;

(3) The corporate credit union, di-
rectly or through its agent, receives
daily assessment of the market value
of collateral, including a market quote
or dealer bid indication and any ac-
crued interest, and maintains adequate
margin that reflects a risk assessment
of the collateral and terms of the loan;
and

(4) The corporate credit union, di-
rectly or through its agent, has exe-
cuted a written loan and security
agreement with the borrower, approved
any form of agreement attached there-
to, and obtained the right to approve
any material modification to such
agreement.
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(f) Investment companies. A corporate
credit union may invest in an invest-
ment company registered with the Se-
curities and Exchange Commission
under the Investment Company Act of
1940 (15 U.S.C. 80a), provided that the
portfolio of such investment company
is restricted by its investment policy
solely to investments and investment
transactions that are permissible for
that corporate credit union.

(g) Forward settlement of transactions
later than regular way. A corporate
credit union may enter into an agree-
ment to purchase or sell an instru-
ment, with settlement later than reg-
ular way, provided that:

(1) Delivery and acceptance are man-
datory;

(2) The transaction is clearly dis-
closed in the appropriate risk reporting
required under § 704.8(b);

(3) If the corporate credit union is
the purchaser, it has adequate cash
flow projections evidencing its ability
to purchase the instrument;

(4) If the corporate credit union is
the seller, it owns the instrument on
the trade date; and

(5) The transaction is settled on a
cash basis at the settlement date.

(h) Prohibitions. A corporate credit
union is prohibited from:

(1) Purchasing or selling off balance
sheet financial derivatives, such as fu-
tures, options, interest rate swaps, or
forward rate agreements;

(2) Engaging in pair-off transactions,
when-issued trading, adjusted trading,
or short sales; and

(3) Purchasing stripped mortgage-
backed securities, residual interests in
CMO/REMICs, mortgage servicing
rights, commercial mortgage related
securities, or small business related se-
curities.

(i) Conflicts of interest. A corporate
credit union’s officials, employees, and
immediate family members of such in-
dividuals, may not receive pecuniary
consideration in connection with the
making of an investment or deposit by
the corporate credit union. Employee
compensation is exempt from this pro-
hibition. All transactions not specifi-
cally prohibited by this paragraph
must be conducted at arm’s length and
in the interest of the corporate credit
union.

(j) Grandfathering. A corporate credit
union’s authority to hold an invest-
ment is governed by the regulation in
effect at the time of purchase. How-
ever, all grandfathered investments are
subject to the requirements of §§ 704.8
and 704.9.

[62 FR 12938, Mar. 19, 1997, as amended at 63
FR 24105, May 1, 1998]

§ 704.6 Credit risk management.
(a) Policies. A corporate credit union

must operate according to a credit risk
management policy that is commensu-
rate with the investment and lending
risks and activities it undertakes. The
policy must address, at a minimum:

(1) The approval process associated
with credit limits;

(2) Due diligence analysis require-
ments;

(3) Maximum credit limits with each
obligor and transaction counterparty,
set as a percentage of the sum of re-
serves and undivided earnings and paid-
in capital. In addition to addressing
loans, deposits, and securities, limits
with transaction counterparties must
address aggregate exposures of all
transactions, including, but not nec-
essarily limited to, repurchase agree-
ments, securities lending, and forward
settlement of purchases or sales of in-
vestments; and

(4) Concentrations of credit risk (e.g.,
industry type, sector type, and geo-
graphic).

(b) Exemption. The requirements of
this section do not apply to instru-
ments that are issued or fully guaran-
teed as to principal and interest by the
U.S. government or its agencies or en-
terprises or are fully insured (including
accumulated interest) by the National
Credit Union Administration or Fed-
eral Deposit Insurance Corporation.

(c) Concentration limits. (1) Aggregate
investments in mortgage-backed and
asset-backed securities are limited to
200 percent of the sum of reserves and
undivided earnings and paid-in capital
for any single security or trust.

(2) Except for investments in a
wholesale corporate credit union, ag-
gregate investments in repurchase and
securities lending agreements with any
one counterparty are limited to 400
percent of the sum of reserves and un-
divided earnings and paid-in capital.
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(3) Except for investments in a
wholesale corporate credit union, the
aggregate of all investments in non se-
cured obligations of any single domes-
tic issuer is limited to 100 percent of
the sum of reserves and undivided earn-
ings and paid-in capital.

(4) For purposes of measurement,
each new credit transaction must be
evaluated in terms of the corporate
credit union’s sum of reserves and un-
divided earnings and paid-in capital at
the time of the transaction. A subse-
quent reduction in the sum of reserves
and undivided earnings and paid-in cap-
ital will require a suspension of addi-
tional transactions until maturities,
sales or terminations bring existing ex-
posures within the requirements of this
part.

(d) Credit ratings. (1) All debt instru-
ments must have a credit rating from
at least one nationally recognized sta-
tistical rating organization (NRSRO).

(2) The rating(s) must be monitored
for as long as the corporate owns an in-
strument.

(3) At the time of purchase, asset-
backed securities must be rated no
lower than AAA (or equivalent), other
long-term investments must be rated
no lower than AA (or equivalent), and
short-term investments must be rated
no lower than A–1 (or equivalent).

(4) Any rated instrument that is
downgraded by the NRSRO used to
meet the requirements of this part at
the time of purchase must be reviewed
by the board or an appropriate com-
mittee within 30 calendar days of the
downgrade. Instruments that fall below
the minimum rating requirements of
this part are subject to the require-
ments of § 704.10.

(e) Reporting and documentation. (1) A
written evaluation of each credit line
must be prepared at least annually and
formally approved by the board or an
appropriate committee. At least
monthly, the board or an appropriate
committee must receive a watch list of
existing and/or potential credit prob-
lems and summary credit exposure re-
ports, which demonstrate compliance
with the corporate credit union’s risk
management policies.

(2) At a minimum, the corporate
credit union must maintain:

(i) A justification for each approved
credit line;

(ii) Disclosure documents, if any, for
all instruments held in portfolio. Docu-
ments for an instrument that has been
sold must be retained until completion
of the next NCUA examination; and

(iii) The latest available financial re-
ports, industry analyses, internal and
external analyst evaluations, and rat-
ing agency information sufficient to
support each approved credit line.

§ 704.7 Lending.

(a) Policies. A corporate credit union
must operate according to a lending
policy which addresses, at a minimum:

(1) Loan types and limits;
(2) Required documentation and col-

lateral; and
(3) Analysis and monitoring stand-

ards.
(b) General. Each loan or line of cred-

it limit will be determined after ana-
lyzing the financial and operational
soundness of the borrower and the abil-
ity of the borrower to repay the loan.

(c) Loans to member credit unions. (1)
The maximum aggregate amount in
unsecured loans and irrevocable lines
of credit to any one member credit
union, excluding pass-through and
guaranteed loans from the CLF and the
NCUSIF, shall not exceed 50 percent of
capital or 75 percent of the sum of re-
serves and undivided earnings and paid-
in capital, whichever is greater.

(2) The maximum aggregate amount
in secured loans and irrevocable lines
of credit to any one member credit
union, excluding those secured by
shares or marketable securities and
member reverse repurchase trans-
actions, shall not exceed 100 percent of
capital or 200 percent of the sum of re-
serves and undivided earnings and paid-
in capital, whichever is greater.

(d) Loans to members that are not credit
unions. Any loan or irrevocable line of
credit made to a member, other than a
credit union or a corporate CUSO,
must be made in compliance with part
723 of this chapter, governing member
business loans, unless such loan or line
of credit is fully guaranteed by a credit
union. The aggregate amount of loans
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and irrevocable lines of credit to mem-
bers other than credit unions and cor-
porate CUSOs shall not exceed 15 per-
cent of the corporate credit union’s
capital plus pledged shares.

(e) Loans to non member credit unions.
A loan to a credit union that is not a
member of the corporate credit union,
other than through a loan participa-
tion with another corporate credit
union, is only permissible if the loan is
for an overdraft related to the pro-
viding of correspondent services pursu-
ant to § 704.12. Generally, such a loan
will have a maturity of only one busi-
ness day.

(f) Loans to corporate CUSOs. A cor-
porate credit union may make loans
and issue lines of credit to corporate
CUSOs, subject to the limitations of
§ 704.11.

(g) Participation loans with other cor-
porate credit unions. A corporate credit
union is permitted to participate in a
loan with another corporate credit
union and must retain an interest of at
least 5 percent of the face amount of
the loan. The participation agreement
may be executed at any time prior to,
during, or after disbursement. A par-
ticipating corporate credit union must
exercise the same due diligence as if it
were the originating corporate credit
union.

(h) Prepayment penalties. If provided
for in the loan contract, a corporate
credit union is authorized to assess
prepayment penalties on loans.

[62 FR 12938, Mar. 19, 1997, as amended at 64
FR 57365, Oct. 25, 1999]

§ 704.8 Asset and liability manage-
ment.

(a) Policies. A corporate credit union
must operate according to a written
asset and liability management policy
which addresses, at a minimum:

(1) The purpose and objectives of the
corporate credit union’s asset and li-
ability activities;

(2) The tests that will be used to
evaluate instruments prior to pur-
chase;

(3) The maximum allowable percent-
age decline in net economic value
(NEV), compared to current NEV;

(4) The minimum allowable NEV
ratio;

(5) The maximum decline in net in-
come (before reserve transfers), in per-
centage and dollar terms, compared to
current net income;

(6) Policy limits and specific test pa-
rameters for the interest rate risk sim-
ulation tests set forth in paragraph (d)
of this section; and

(7) The modeling of indexes that
serve as references in financial instru-
ment coupon formulas.

(b) Asset and liability management com-
mittee (ALCO). A corporate credit
union’s ALCO must have at least one
member who is also a member of the
board of directors. The ALCO must re-
view asset and liability management
reports on at least a monthly basis.
These reports must address compliance
with Federal Credit Union Act, NCUA
Rules and Regulations (12 CFR chapter
VII), and all related risk management
policies.

(c) Penalty for early withdrawals. A
corporate credit union that permits
early certificate/share withdrawals
must assess market-based penalties
sufficient to cover the estimated re-
placement cost of the certificate/share
redeemed.

(d) Interest rate sensitivity analysis. (1)
A corporate credit union must:

(i) Evaluate the risk in its balance
sheet by measuring, at least quarterly,
the impact of an instantaneous, perma-
nent, and parallel shock in the Treas-
ury yield curve of plus and minus 100,
200, and 300 basis points on its NEV,
NEV ratio, and net interest income. If
the base case NEV ratio falls below 2
percent at the last testing date, these
tests must be calculated at least
monthly until the base case NEV ratio
again exceeds 2 percent;

(ii) Limit its risk exposure to levels
that do not result in an NEV ratio
below 1 percent; and

(iii) Limit its risk exposures to levels
that do not result in a decline in NEV
of more than 18 percent, except as pro-
vided in paragraph (e) of this section.

(2) A corporate credit union that
owns an aggregate amount of instru-
ments which possess unmatched em-
bedded options in a book value amount
which exceeds 200 percent of the sum of
its reserves and undivided earnings and
paid-in capital must conduct periodi-
cally, as appropriate, additional tests
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that address market factors which po-
tentially can impact the value of the
instruments and that reflect the policy
limits addressed in paragraph (a) of
this section. These factors should in-
clude, but not be limited to, the fol-
lowing:

(i) Changes in the shape of the Treas-
ury yield curve;

(ii) Adjustments to prepayment pro-
jections used for amortizing securities
to consider the impact of significantly
faster/slower prepayment speeds;

(iii) Adjustments to the market
spread assumptions for non Treasury
instruments to consider the impact of
widening spreads; and

(iv) Adjustments to volatility as-
sumptions to consider the impact that
changing volatilities have on embedded
option values.

(e) Base-plus. (1) In performing the
rate stress tests set forth in paragraph
(d)(1)(i) of this section, the NEV of a
corporate credit union which has met
the requirements of this paragraph (e)
may decline as much as 25 percent.

(2) The corporate credit union must
meet additional management and in-
frastructure requirements and receive
NCUA’s written approval. The addi-
tional requirements are set forth in the
NCUA publication Guidelines for Sub-
mission of Requests for Expanded Au-
thority. The procedures for processing
base-plus authority are the same as
those set forth in Appendix B of this
part for requesting expanded authori-
ties.

(3) The corporate credit union must
evaluate monthly the changes in NEV,
NEV ratio, and net interest income for
the tests set forth in paragraph (d)(1)(i)
of this section.

(4) Regardless of the amount of in-
struments which possess unmatched
embedded options, the corporate credit
union must conduct periodically, as ap-
propriate, the tests set forth in para-
graph (d)(2) of this section.

(f) Regulatory violations. If a cor-
porate credit union’s base case NEV or
NEV ratio or the NEV or NEV ratio re-
sulting from the tests indicated in
paragraph (d)(1)(i) of this section de-
cline below the limits established by
this part and are not brought into com-
pliance within 10 calendar days, oper-
ating management of the corporate

credit union must immediately report
the information to the board of direc-
tors, supervisory committee, and
NCUA. If any of these measures remain
below the limits established by this
part within 30 calendar days of the vio-
lation, the corporate credit union must
submit a detailed, written action plan
to NCUA that sets forth the time need-
ed and means by which it intends to
correct the violation. If NCUA deter-
mines that the plan is unacceptable,
the corporate credit union must imme-
diately restructure the balance sheet
to bring the exposures back within
compliance or adhere to an alternative
course of action determined by NCUA.

(g) Policy violations. If a corporate
credit union’s NEV or NEV ratio for
any required test(s) exceed the limits
established by the board, it must deter-
mine how it will bring the exposures
within policy limits. The disclosure to
the board of the limit violation must
occur no later than its next regularly
scheduled board meeting.

§ 704.9 Liquidity management.
(a) General. In the management of li-

quidity, a corporate credit union must:
(1) Evaluate the potential liquidity

needs of its membership in a variety of
economic scenarios;

(2) Regularly monitor sources of in-
ternal and external liquidity;

(3) Demonstrate that the accounting
classification of investment securities
is consistent with its ability to meet
potential liquidity demands; and

(4) Develop a contingency funding
plan that addresses alternative funding
strategies in successively deteriorating
liquidity scenarios. The plan must:

(i) List all sources of liquidity, by
category and amount, that are avail-
able to service an immediate outflow of
funds in various liquidity scenarios;

(ii) Analyze the impact that poten-
tial changes in fair value will have on
the disposition of assets in a variety of
interest rate scenarios; and

(iii) Be reviewed by the board or an
appropriate committee no less fre-
quently than annually or as market or
business conditions dictate.

(b) Borrowing. A corporate credit
union may borrow up to 10 times cap-
ital or 50 percent of shares (excluding
shares created by the use of member
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reverse repurchase agreements) and
capital, whichever is greater. CLF bor-
rowings and borrowed funds created by
the use of member reverse repurchase
agreements are excluded from this
limit. The corporate credit union must
demonstrate that sufficient contingent
sources of liquidity remain available.

§ 704.10 Divestiture.

(a) Any corporate credit union in pos-
session of an investment that fails to
meet a requirement of this part must,
within 30 calendar days of the failure,
report the failed investment to its
board of directors, supervisory com-
mittee, and NCUA. If the corporate
credit union does not sell the failed in-
vestment, and the investment con-
tinues to fail to meet a requirement of
this part, the corporate credit union
must, within 30 calendar days of the
failure, provide to NCUA a written ac-
tion plan that addresses:

(1) The investment’s characteristics
and risks;

(2) The process to obtain and ade-
quately evaluate the investment’s mar-
ket pricing, cash flows, and risk;

(3) How the investment fits into the
credit union’s asset and liability man-
agement strategy;

(4) The impact that either holding or
selling the investment will have on the
corporate credit union’s earnings, li-
quidity, and capital in different inter-
est rate environments; and

(5) The likelihood that the invest-
ment may again pass the requirements
of this part.

(b) NCUA may require, for safety and
soundness reasons, a shorter time pe-
riod for plan development than that set
forth in paragraph (a) of this section.

(c) If the plan described in paragraph
(a) of this section is not approved by
NCUA, the credit union must adhere to
NCUA’s directed course of action.

§ 704.11 Corporate Credit Union Serv-
ice Organizations (Corporate
CUSOs).

(a) A corporate CUSO is an entity
that:

(1) Is at least partly owned by a cor-
porate credit union;

(2) Primarily serves credit unions;

(3) Restricts its services to those re-
lated to the normal course of business
of credit unions; and

(4) Is structured as a corporation,
limited liability company, or limited
partnership under state law.

(b) The aggregate of all investments
in and loans to member and non mem-
ber corporate CUSOs shall not exceed
15 percent of a corporate credit union’s
capital. However, a corporate credit
union may loan to member and non
member corporate CUSOs an additional
15 percent of capital if collateralized by
assets in which the corporate credit
union has perfected a security interest
under state law. A corporate credit
union may not use this authority to ac-
quire control, directly or indirectly, of
another financial institution, or to in-
vest in shares, stocks, or obligations of
another financial institution, insur-
ance company, trade association, li-
quidity facility, or similar organiza-
tion. A corporate CUSO must be oper-
ated as an entity separate from any
credit union. A corporate credit union
investing in or lending to a corporate
CUSO must obtain a written legal opin-
ion that the corporate CUSO is orga-
nized and operated in such a manner
that the corporate credit union will
not reasonably be held liable for the
obligations of the corporate CUSO.
This opinion must address factors that
have led courts to ‘‘pierce the cor-
porate veil,’’ such as inadequate cap-
italization, lack of separate corporate
identity, common boards of directors
and employees, control of one entity
over another, and lack of separate
books and records.

(c) An official of a corporate credit
union which has invested in or loaned
to a corporate CUSO may not receive,
either directly or indirectly, any sal-
ary, commission, investment income,
or other income, compensation, or con-
sideration from the corporate CUSO.
This prohibition also extends to imme-
diate family members of officials.

(d) Prior to making an investment in
or loan to a corporate CUSO, a cor-
porate credit union must obtain a writ-
ten agreement that the corporate
CUSO will:

(1) Follow GAAP;
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(2) Provide financial statements to
the corporate credit union at least
quarterly;

(3) Obtain an annual CPA opinion
audit and provide a copy to the cor-
porate credit union; and

(4) Allow the auditor, board of direc-
tors, and NCUA complete access to its
books, records, and any other pertinent
documentation.

(e) Corporate credit union authority
to invest in or loan to a CUSO is lim-
ited to that provided in this section. A
corporate credit union is not author-
ized to invest in or loan to a CUSO
under part 712 of this chapter.

[62 FR 12938, Mar. 19, 1997, as amended at 63
FR 10756, Mar. 5, 1998]

§ 704.12 Services.

Except for correspondent services to
a non member, natural person credit
union branch office operating in the ge-
ographic area defined in the corporate
credit union’s charter, a corporate
credit union may provide services only
to its members, subject to the limita-
tions of this part. A corporate credit
union may not provide services to non
members through agreements with
other corporate credit unions or pursu-
ant to § 701.26 of this chapter, except
with the written permission of NCUA.

§ 704.13 Fixed assets.

(a) A corporate credit union’s owner-
ship in fixed assets shall be limited as
described in § 701.36 of this chapter, ex-
cept that in lieu of § 701.36(c)(1) through
(4) of this chapter, paragraph (b) of this
section applies.

(b) A corporate credit union may in-
vest in fixed assets where the aggre-
gate of all such investments does not
exceed 15 percent of the corporate cred-
it union’s capital. A corporate credit
union desiring to exceed the limitation
shall submit a written request to
NCUA. Requests shall be supplemented
by such statements and reports as
NCUA may require. If the corporate
credit union does not receive notifica-
tion of the action taken on its request
within 45 calendar days of the date all
required information has been re-
ceived, it may proceed with its pro-
posed investment in fixed assets.

§ 704.14 Representation.

(a) Board representation. The board
shall be determined as stipulated in the
standard corporate federal credit union
bylaws governing election procedures,
provided that:

(1) At least a majority of directors,
including the chair of the board, must
serve on the board as representatives of
member credit unions;

(2) The chair of the board may not
serve simultaneously as an officer, di-
rector, or employee of a credit union
trade association;

(3) A majority of directors may not
serve simultaneously as officers, direc-
tors, or employees of the same credit
union trade association or its affiliates
(not including chapters or other
subunits of a state trade association);

(4) For purposes of meeting the re-
quirements of paragraphs (a)(2) and
(a)(3) of this section, an individual may
not serve as a director or chair of the
board if that individual holds a subor-
dinate employment relationship to an-
other employee who serves as an offi-
cer, director, or employee of a credit
union trade association; and

(5) In the case of a corporate credit
union whose membership is composed
of more than 25 percent non credit
unions, the majority of directors serv-
ing as representatives of member cred-
it unions, including the chair, must be
elected only by member credit unions.

(b) Representatives of organizational
members. (1) An organizational member
of a corporate credit union is a member
that is not a natural person. An organi-
zational member may appoint one of
its members or officials as a represent-
ative to the corporate credit union.
The representative shall be empowered
to attend membership meetings, to
vote, and to stand for election on be-
half of the member. No individual may
serve as the representative of more
than one organizational member in the
same corporate credit union.

(2) Any vacancy on the board of a
corporate credit union caused by a rep-
resentative being unable to complete
his or her term shall be filled by the
board of the corporate credit union ac-
cording to its bylaws governing the
filling of board vacancies.
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(c) Recusal provision. (1) No director,
committee member, officer, or em-
ployee of a corporate credit union shall
in any manner, directly or indirectly,
participate in the deliberation upon or
the determination of any question af-
fecting his or her pecuniary interest or
the pecuniary interest of any entity
(other than the corporate credit union)
in which he or she is interested, except
if the matter involves general policy
applicable to all members, such as set-
ting dividend or loan rates or fees for
services.

(2) An individual is ‘‘interested’’ in
an entity if he or she:

(i) Serves as a director, officer, or
employee of the entity;

(ii) Has a business, ownership, or de-
posit relationship with the entity; or

(iii) Has a business, financial, or fa-
milial relationship with an individual
whom he or she knows has a pecuniary
interest in the entity.

(3) In the event of the disqualifica-
tion of any directors, by operation of
paragraph (c)(1) of this section, the re-
maining qualified directors present at
the meeting, if constituting a quorum
with the disqualified directors, may ex-
ercise, by majority vote, all the powers
of the board with respect to the matter
under consideration. Where all of the
directors are disqualified, the matter
must be decided by the members of the
corporate credit union.

(4) In the event of the disqualifica-
tion of any committee member by op-
eration of paragraph (c)(1) of this sec-
tion, the remaining qualified com-
mittee members, if constituting a
quorum with the disqualified com-
mittee members, may exercise, by ma-
jority vote, all the powers of the com-
mittee with respect to the matter
under consideration. Where all of the
committee members are disqualified,
the matter shall be decided by the
board of directors.

(d) Administration. (1) A corporate
credit union shall be under the direc-
tion and control of its board of direc-
tors. While the board may delegate the
performance of administrative duties,
the board is not relieved of its respon-
sibility for their performance. The
board may employ a chief executive of-
ficer who shall have such authority and
such powers as delegated by the board

to conduct business from day to day.
Such chief executive officer must an-
swer solely to the board of the cor-
porate credit union, and may not be an
employee of a credit union trade asso-
ciation.

(2) The provisions of § 701.14 of this
chapter apply to corporate credit
unions, except that where ‘‘Regional
Director’’ is used, read ‘‘NCUA Board.’’

§ 704.15 Audit requirements.

(a) External audit. The corporate cred-
it union supervisory committee shall
cause an annual opinion audit of the fi-
nancial statements to be made. The
audit must be performed in accordance
with generally accepted auditing
standards and the audited financial
statements must be prepared con-
sistent with GAAP, except where law
or regulation has provided for a depar-
ture from GAAP. The supervisory com-
mittee shall submit the audit report to
the board of directors. A copy of the
audit report, and copies of all commu-
nications that are provided to the cor-
porate credit union by the external
auditor, shall be submitted to NCUA
within 30 calendar days after receipt by
the board of directors. If requested by
NCUA, the external auditor’s
workpapers shall be made available, at
the auditor’s office or elsewhere, for
NCUA’s review. The corporate credit
union shall submit a summary of the
audit report to the membership at the
next annual meeting.

(b) Internal audit. A corporate credit
union with average daily assets in ex-
cess of $400 million for the preceding
calendar year, or as ordered by NCUA,
must employ or contract, on a full- or
part-time basis, the services of an in-
ternal auditor. The internal auditor’s
responsibilities will, at a minimum,
comply with the Standards and Profes-
sional Practices of Internal Auditing,
as established by the Institute of Inter-
nal Auditors. The internal auditor will
report directly to the chair of the cor-
porate credit union’s supervisory com-
mittee, who may delegate supervision
of the internal auditor’s daily activi-
ties to the chief executive officer of the
corporate credit union. The internal
auditor’s reports, findings, and rec-
ommendations will be in writing and
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presented to the supervisory com-
mittee no less than quarterly, and will
be provided upon request to the exter-
nal auditor and NCUA.

§ 704.16 Contracts/written agreements.
Services, facilities, personnel, or

equipment shared with any party shall
be supported by a written contract,
with the duties and responsibilities of
each party specified and the allocation
of service fee/expenses fully supported
and documented.

§ 704.17 State-chartered corporate
credit unions.

(a) This part does not expand the
powers and authorities of any state-
chartered corporate credit union, be-
yond those powers and authorities pro-
vided under the laws of the state in
which it was chartered.

(b) A state-chartered corporate credit
union that is not insured by the
NCUSIF, but that receives funds from
federally insured credit unions, is con-
sidered an ‘‘institution-affiliated
party’’ within the meaning of Section
206(r) of the Federal Credit Union Act,
12 U.S.C. 1786(r).

(c) NCUA will notify, consult with,
and provide explanation to the appro-
priate state supervisory authority be-
fore taking administrative action
against a state-chartered corporate
credit union.

§ 704.18 Fidelity bond coverage.
(a) Scope. This section provides the fi-

delity bond requirements for employ-
ees and officials in corporate credit
unions.

(b) Review of coverage. The board of
directors of each corporate credit
union shall, at least annually, care-
fully review the bond coverage in force
to determine its adequacy in relation
to risk exposure and to the minimum
requirements in this section.

(c) Minimum coverage; approved forms.
Every corporate credit union will
maintain bond coverage with a com-
pany holding a certificate of authority
from the Secretary of the Treasury. All
bond forms, and any riders and en-
dorsements which limit the coverage

provided by approved bond forms, must
receive the prior written approval of
NCUA. Fidelity bonds must provide
coverage for the fraud and dishonesty
of all employees, directors, officers,
and supervisory and credit committee
members. Notwithstanding the fore-
going, all bonds must include a provi-
sion, in a form approved by NCUA, re-
quiring written notification by surety
to NCUA:

(1) When the bond of a credit union is
terminated in its entirety;

(2) When bond coverage is termi-
nated, by issuance of a written notice,
on an employee, director, officer, su-
pervisory or credit committee member;
or

(3) When a deductible is increased
above permissible limits. Said notifica-
tion shall be sent to NCUA and shall
include a brief statement of cause for
termination or increase.

(d) Minimum coverage amounts. (1) The
minimum amount of bond coverage
will be computed based on the cor-
porate credit union’s daily average net
assets for the preceding calendar year.
The following table lists the minimum
requirements:

Daily average net assets
Minimum

bond
(million)

Less than $50 million ........................................ $1.0
$50–$99 million ................................................. 2.0
$100–$499 million ............................................. 4.0
$500–$999 million ............................................. 6.0
$1.0–$1.999 billion ............................................ 8.0
$2.0–$4.999 billion ............................................ 10.0
$5.0–$9.999 billion ............................................ 15.0
$10.0–$24.999 billion ........................................ 20.0
$25.0 billion plus ................................................ 25.0

(2) It is the duty of the board of di-
rectors of each corporate credit union
to provide adequate protection to meet
its unique circumstances by obtaining,
when necessary, bond coverage in ex-
cess of the minimums in the table in
paragraph (d)(1) of this section.

(e) Deductibles. (1) The maximum
amount of deductibles allowed are
based on the corporate credit union’s
reserve ratio. The following table sets
out the maximum deductibles, except
that in each category the maximum de-
ductible shall be $5 million:

Reserve ratio Maximum deductible

Less than 1.0 percent ....................................... 7.5 percent of the sum of reserves and undivided earnings and paid-in capital.
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Reserve ratio Maximum deductible

1.0–1.74 percent ............................................... 10.0 percent of the sum of reserves and undivided earnings and paid-in capital
1.75–2.24 percent ............................................. 12.0 percent of the sum of reserves and undivided earnings and paid-in capital.
Greater than 2.25 percent ................................. 15.0 percent of the sum of reserves and undivided earnings and paid-in capital.

(2) A deductible may be applied sepa-
rately to one or more insuring clauses
in a blanket bond. Deductibles in ex-
cess of those showing in this section
must have the written approval of
NCUA at least 30 calendar days prior to
the effective date of the deductibles.

(f) Additional coverage. NCUA may re-
quire additional coverage for any cor-
porate credit union when, in the opin-
ion of NCUA, current coverage is insuf-
ficient. The board of directors of the
corporate credit union must obtain ad-
ditional coverage within 30 calendar
days after the date of written notice
from NCUA.

§ 704.19 Wholesale corporate credit
unions.

(a) General. Wholesale corporate cred-
it unions are subject to the preceding
requirements of this part, except as set
forth in this section.

(b) Capital. (1) A wholesale corporate
credit union will maintain a minimum
capital ratio of 5 percent.

(2) A wholesale corporate credit
union shall make reserve transfers at
the lower of .10 percent of its moving
daily average net assets or the amount
that would be required under § 704.3(c).

(i) Required transfers are to be made
from earnings in either the prior cal-
endar month or prior twelve-month pe-
riod. Transfers made during the prior
twelve-month period must be greater
than or equal to the aggregate amount
of required reserve transfers for each of
the months in that twelve-month pe-
riod.

(ii) NCUA and, in the case of state-
chartered wholesale corporate credit
unions, the state supervisory author-
ity, must be notified within 30 calendar
days of the close of any calendar
month in which a wholesale corporate
credit union’s required reserve transfer
exceeds earnings for that month. The
notice must include the dollar amounts
of the required reserve transfer and
earnings for that month and for the
prior twelve-month period. The notice
must also provide an explanation of

why the current month’s required re-
serve transfer exceeded earnings for
that month.

(c) Asset and liability management. (1)
In conducting the interest rate sensi-
tivity analysis set forth in
§ 704.8(d)(1)(i), a wholesale corporate
credit union must limit its risk expo-
sure to levels that do not result, at any
time, in an NEV ratio below .75 percent
or a decline in NEV of more than 35
percent.

(2) A wholesale corporate credit
union must obtain, at its expense, an
annual third-party review of its asset
and liability management modeling
system.

APPENDIX A TO PART 704—MODEL
FORMS

This appendix contains sample forms in-
tended for use by corporate credit unions to
aid in compliance with the membership cap-
ital account and paid-in capital disclosure
requirements of § 704.2. Corporate credit
unions that use this form will be in compli-
ance with those requirements.

Sample Form 1

Terms and Conditions of Membership Capital
Account

(1) A membership capital account is not
subject to share insurance coverage by the
NCUSIF or other deposit insurer.

(2) A member credit union may withdraw
membership capital with three years’ notice.

(3) Membership capital cannot be used to
pledge borrowings.

(4) Membership capital is available to
cover losses that exceed reserves and undi-
vided earnings and paid-in capital.

(5) Where the corporate credit union is liq-
uidated, membership capital accounts are
payable only after satisfaction of all liabil-
ities of the liquidation estate including unin-
sured obligations to shareholders and the
NCUSIF.

If the form is used when an account is
opened, it must also contain the following
statement:

I have read the above terms and conditions
and I understand them. I further agree to
maintain in the credit union’s files the an-
nual notice of terms and conditions of the
membership capital account.
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The form must be signed by either all of the
directors of the member credit union or, if
authorized by board resolution, the chair and
secretary of the board of the credit union.

If the form is used for the annual notice re-
quirement, it must be signed by the chair of
the corporate credit union. The chair must
then sign a statement which certifies that
the form has been sent to member credit
unions with membership capital accounts.
The certification must be maintained in the
corporate credit union’s files and be avail-
able for examiner review.

Sample Form 2

Terms and Conditions of Paid-In Capital

(1) Paid-in capital is not subject to share
insurance coverage by the NCUSIF or other
deposit insurer.

(2) The funds are callable only at the op-
tion of the corporate credit union and only if
the corporate credit union meets its min-
imum level of required capital after the
funds are called.

(3) Paid-in capital is available to cover
losses that exceed reserves and undivided
earnings.

(4) Paid-in capital is subordinate to mem-
bership capital and the NCUSIF.

If the form is used when a paid-in capital
instrument is created, it must also contain
the following statement:

I have read the above terms and conditions
and I understand them. I further agree to
maintain in the credit union’s files the an-
nual notice of terms and conditions of the
paid-in capital instrument.
The form must be signed by either all of the
directors of the credit union or, if authorized
by board resolution, the chair and secretary
of the board of the credit union.

If the form is used for the annual notice re-
quirement, it must be signed by the chair of
the corporate credit union. The chair must
then sign a statement which certifies that
the form has been sent to credit unions with
paid-in capital accounts. The certification
must be maintained in the corporate credit
union’s files and be available for examiner
review.

APPENDIX B TO PART 704— EXPANDED
AUTHORITIES AND REQUIREMENTS

PART I

A corporate credit union may obtain ex-
panded authorities if it meets all of the re-
quirements of this part 704, fulfills addi-
tional capital, management, infrastructure,
and asset and liability requirements, and re-
ceives NCUA’s written approval. The addi-
tional requirements and authorities are set
forth in this Appendix and in the NCUA pub-
lication Guidelines for Submission of Re-
quests for Expanded Authority. A corporate

credit union which seeks expanded authori-
ties must submit to NCUA a self-assessment
plan which analyzes and supports its request.
A corporate credit union may adopt ex-
panded authorities when NCUA has provided
final approval. If NCUA denies a request for
expanded authorities, it will advise the cor-
porate of the reasons for the denial and what
it must do to resubmit its request. NCUA
may revoke these expanded authorities at
any time if an analysis indicates a signifi-
cant deficiency. NCUA will notify the cor-
porate credit union in writing of the identi-
fied deficiency. A corporate credit union
may request, in writing, reinstatement of
the revoked authorities by providing a self-
assessment plan which details how it has
corrected these deficiencies.

(a) In order to participate in the authori-
ties set forth in paragraphs (b) through (d) of
this Part I, a corporate credit union must:

(1) Have a minimum capital ratio of 5 per-
cent;

(2) Evaluate monthly the changes in NEV,
NEV ratio, and net interest income for the
tests set forth in § 704.8(d)(1)(i); and

(3) Regardless of the amount of instru-
ments which possess unmatched embedded
options, conduct periodically, as appro-
priate, the tests set forth in § 704.8(d)(2).

(b) A corporate credit union which has met
the requirements of paragraph (a) of this
Part I is not bound by the concentration lim-
its on investments set forth at § 704.6(c)(1)
and (2). Instead, the corporate credit union
must establish limits on such investments as
a percentage of the sum of reserves and undi-
vided earnings and paid-in capital that take
into account the relative amount of credit
risk exposure based upon, but not limited to,
the legal and financial structure of the
transaction, the collateral, all other types of
credit enhancement, and the term of the
transaction.

(c) A corporate credit union which has met
the requirements of paragraph (a) of this
Part I may:

(1) Except for investments in a wholesale
corporate credit union, invest in non secured
obligations of any single domestic issuer up
to 150 percent of the sum of reserves and un-
divided earnings and paid-in capital;

(2) Purchase long-term investments rated
no lower than AA-(or equivalent);

(3) Purchase asset-backed securities rated
no lower than AA (or equivalent);

(4) Engage in short sales of permissible in-
vestments to reduce interest rate risk;

(5) Purchase principal only (PO) stripped
mortgage-backed securities to reduce inter-
est rate risk;

(6) Enter into a repurchase transaction
where the collateral securities are rated no
lower than A (or equivalent);

(7) Enter into a dollar roll transaction; and
(8) Engage in when-issued trading, when

accounted for on a trade date basis.
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(d) In performing the rate stress tests set
forth in § 704.8(d)(1)(i), the NEV of a cor-
porate credit union which has met the re-
quirements of paragraph (a) of this Part I
may decline as much as 35 percent.

(e) The maximum aggregate amount in un-
secured loans and irrevocable lines of credit
to any one member credit union, excluding
pass-through and guaranteed loans from the
CLF and the NCUSIF, shall not exceed 100
percent of the corporate credit union’s cap-
ital. The board of directors will establish the
limit, as a percent of the corporate credit
union’s capital plus pledged shares, for se-
cured loans and irrevocable lines of credit.

PART II

(a) In order to participate in the authori-
ties set forth in paragraphs (b)–(d) of this
Part II, a corporate credit union must:

(1) Have a minimum capital ratio of 6 per-
cent; and

(2) Evaluate monthly the changes in NEV,
NEV ratio, and net interest income for the
tests set forth in § 704.8(d)(1)(i); and

(3) Regardless of the amount of instru-
ments which possess unmatched embedded
options, conduct periodically, as appro-
priate, the tests set forth in § 704.8(d)(2).

(b) A corporate credit union which has met
the requirements of paragraph (a) of this
Part II is not bound by the concentration
limits on investments set forth at § 704.6(c)
(1) and (2). Instead, the corporate credit
union must establish limits on such invest-
ments as a percentage of the sum of reserves
and undivided earnings and paid-in capital,
that take into account the relative amount
of credit risk exposure based upon, but not
limited to, the legal and financial structure
of the transaction, the collateral, all other
types of credit enhancement, and the term of
the transaction.

(c) A corporate credit union which has met
the requirements of paragraph (a) of this
Part II may:

(1) Except for investments in a wholesale
corporate credit union, invest in nonsecured
obligations of any single domestic issuer up
to 250 percent of the sum of reserves and un-
divided earnings and paid-in capital;

(2) Purchase long-term investments rated
no lower than A¥ (or equivalent);

(3) Purchase asset-backed securities rated
no lower than AA (or equivalent);

(4) Engage in short sales of permissible in-
vestments to reduce interest rate risk;

(5) Purchase principal only (PO) stripped
mortgage-backed securities to reduce inter-
est rate risk;

(6) Enter into a dollar roll transaction; and
(7) Engage in when-issued trading, when

accounted for on a trade date basis.
(d) In performing the rate stress tests set

forth in § 704.8(d)(1)(i), the NEV of a cor-
porate credit union which has met the re-

quirements of paragraph (a) of this Part II
may decline as much as 50 percent.

(e) The maximum aggregate amount in se-
cured and unsecured loans and irrevocable
lines of credit to any one member credit
union, excluding pass-through and guaran-
teed loans from the CLF and the NCUSIF,
shall be established by the board of directors
as a percentage of the corporate credit
union’s capital plus pledged shares.

PART III

(a) A corporate credit union which has met
the requirements of paragraph (a) of either
Part I or Part II of this Appendix may invest
in:

(1) Debt obligations of a foreign country;
and

(2) Deposits in, the sale of federal funds to,
and debt obligations of foreign banks or obli-
gations guaranteed by these banks.

(b) All foreign investments are subject to
the following requirements:

(i) Short-term investments must be rated
no lower than A–1 (or equivalent);

(ii) Long-term investments must be rated
no lower than AA (or equivalent);

(iii) A sovereign issuer, and/or the country
in which a bank issuer/guarantor is orga-
nized, must be rated no lower than AA (or
equivalent) for political and economic sta-
bility;

(iv) A bank issuer/guarantor must be rated
no lower than AA;

(v) For each approved foreign bank line,
the corporate credit union must identify the
specific banking centers and branches to
which it will lend funds;

(vi) Non secured obligations of any single
foreign issuer may not exceed 150 percent of
the sum of reserves and undivided earnings
and paid-in capital; and

(vii) Non secured obligations in any single
foreign country may not exceed 500 percent
of the sum of reserves and undivided earn-
ings and paid-in capital.

PART IV

A corporate credit union which has met
the requirements of paragraph (a) of either
Part I or Part II of this Appendix may en-
gage in derivatives transactions which are
directly related to its financial activities
and which have been specifically approved by
NCUA. A corporate credit union may use
such derivatives authority only for the pur-
poses of creating structured instruments and
hedging its own balance sheet and the bal-
ance sheets of its members.

[62 FR 12938, Mar. 19, 1997, as amended at 63
FR 24105, May 1, 1998]
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